The Banking Crisis 


HE banking crisis which the United 

States has surmounted during March 

exceeded in magnitude and severity 

any other financial crisis the country 

has ever experienced, and the deci- 
siveness with which leadership has been exer- 
cised and a national discipline enforced has 
received universal acclaim. The crisis unified 
the country; and with this unqualified support 
the Government struck to the heart of the 
panic, carrying through an economy measure 
vital to maintain confidence in the currency, 
and undertaking a general reconstruction of 
the banking system, for the purpose of assur- 
ing that general doubt of its solvency or 
ability to withstand the depression will not 
again arise. 





The strain has been a very severe one, and 
in the complex economic system, wherein 
credit is the bloodstream, the effects of throw- 
ing thousands of banks into liquidation or re- 
organization by a stroke of the pen are certain 
to be seriously disturbing. But the vigorous 
handling of the situation has encouraged every- 
one. There is good ground for believing that 
the country can sustain the aftermath of the 
crisis better than it could sustain the con- 
tinuous distrust of credit, which has exerted 
a destructive pressure upon business over the 
past two years. People are impressed by the 
view that such a catastrophe usually brings on 
the climax of liquidation, and is the last word 
in banking deflation. They reason that the 
losses could not be escaped, and that the 
prospect for recovery is improved by getting 
them over with. Reacting in this manner, 
they have met the crisis with courage and 
hope. It is demonstrated that sound measures, 
however drastic, will win the cooperation of 
the people, and if these measures are adminis- 
tered as they deserve to be there will be no 
question as to restoration of order in the 
credit situation. 


As a rule the understanding by the Ameri- 
can people of the banking function is of a high 
order. For the most part they know that they 
cannot all at the same time demand the repay- 
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ment of their bank deposits in cash without 
pulling down the entire banking structure, 
with incalculably disastrous effects upon the 
business of the country and upon themselves. 
With all this understanding, however, the in- 
stinct of self-protection is strong in an indi- 
vidual. He may have the inclination to co- 
operate, but in times of alarm and distrust he 
does not know what other individuals are 
doing, and is likely to feel that immediate pro- 
tection for himself and his dependents is of 
more importance than any contribution he can 
make to the general situation. The tendency 
of individuals to give way to this reasoning in 
times of stress is everywhere recognized, and 
banking officials and statesmen are expected 
to take account of it in their policies. 


Spread of the Panic 


With confidence at a low state by reason of 
the bank failures of the past three years, the 
policy of meeting the difficulties which de- 
veloped in January and February by declaring 
local or state-wide banking holidays was a 
mistake from the beginning. If local difficul- 
ties could have been overcome swiftly and the 
banks reopened before other areas were affec- 
ted, the device would have operated success- 
fully, but that was not the case. Suspension 
of payments in each state caused business men 
of that state to cash in their deposits held else- 
where, in order to obtain currency; led to 
transfers of corporation funds into the state; 
and in these and other ways caused abnormal 
demands upon adjoining areas and upon the 
chief money centers. 

Once it was started the alarm fed on fear, 
spreading from one center to another with the 
speed of a fire out of control, and led to enor- 
mous withdrawals of currency everywhere by 
persons who did not question the security of 
their own banks, but naturally wanted to have 
stores of cash on hand against the contingency 
of a holiday in their own states. Ultimately 
these demands converged upon New York, the 
chief repository of the country’s surplus 
funds, and upon the Reserve Banks. The New 
York City member banks alone paid off 
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$1,042,000,000 of deposits, and all reporting 
member banks $1,876,000,000, between Febru- 
ary 1 and March 1 (figures thereafter not 
having been reported). These are demands 
far greater than the banking system of any 
country has ever been asked to meet, or could 
meet. It is but just to interject here, without 
disagreeing with all that is being written con- 
cerning the need for a reorganization of the 
banking structure of the country, that credit 
should be given to the sound banks and bank- 
ers for this unprecedented demonstration of 
strength and good management. 

Under these conditions resort to concerted 
action by authority of the national govern- 
ment was necessary to protect the economic 
life of the country. The first concern was to 
conserve the banking resources, upon which 
the credit through which nine-tenths of all 
business is carried on is based; and to prevent 
their further dissipation President Roosevelt 
proclaimed the nation-wide banking holiday 
and the suspension of gold payments. The 
second was to proceed with the greatest pos- 
sible expedition, in view of the business paral- 
ysis that threatened, to restore banking 
facilities. There was no question but that 
people would put their money back into the 
banks if they could be assured that the banks 
allowed to reopen and to receive deposits were 
solvent. For the purpose of giving this assur- 
ance, the emergency banking act, passed in 
one day by the new Congress, required banks 
before reopening to obtain licenses from the 
Federal or state authorities. 

‘Moreover, the act includes provisions to fa- 
cilitate the quick strengthening or reorganiza- 
tion of banks whose capital has been impaired, 
including the issuance of preferred stock to 
which the Reconstruction Finance Corpora- 
tion may subscribe; it provides for putting un- 
licensed institutions in the hands of conserva- 
tors, who may keep them open by limiting 
withdrawals but may receive new deposits 
only on trust account; and it gives to the re- 
opening banks protection against recurrence 
of panic by providing a means whereby they 
can obtain currency upon their sound assets, 
sufficient for any conceivable demand. 

This act has been received with satisfaction 
and approval by banking technicians and the 
general public alike, and its effectiveness has 
been demonstrated in the prompt and orderly 
reopening of the great majority of the coun- 
try’s banks, of the security, commodity and 
money markets, and in the immediate begin- 
ning of the return flow of funds into the bank- 
ing institutions on a very large scale. 


Restriction of Gold Payments 


The restriction of gold payments, which 
was a by-product of the crisis, does not signif 
the abandonment of the gold standard, but is 


a measure to maintain the gold holdings of the 
country against panicky demands. The nature 
of the legislation shows this, since there is no 
change in the gold standard act or other mone- 
tary laws; and the power given to the Presi- 
dent is specifically restricted to “a period of 
national emergency.” 


Of course redemption of all the currency in 
gold, if it were all presented at the same time, 
would be as impossible as to pay off all bank 
deposits at once, and. it would be unthinkable 
for any nation to permit its resources to be 
drained away in such a manner. The restric- 
tion of the redemption privilege preserves the 
gold for its essential use, which is in the bank- 
ing reserves. 

It would be a mistake, however, to sup- 
pose that the crisis was due predominantly to 
demands for gold; or that the reduction in the 
gold holdings was itself of such magnitude as 
to be the chief cause of the restriction. The 
demand for currency exceeded the demand for 
gold in the ratio of nearly three to one, and 
the unparalleled increase in the liabilities of 
the Federal Reserve Banks through expansion 
of the note circulation was as great a factor 
as the loss of gold in reducing the reserve 
ratio until it approached the legal minimum. 
The following table gives total monetary 
stocks, the Reserve Banks’ gold holdings, and 
the circulation each week from the first of 


February to the restriction of payments: 


(In Million Dollars) 


Monetary Gold F.R. Bank Money in Circu’tion 
Stock Gold Reserves Total F.R. Notes 

3,255 5,652 2,730 

3,247 5,705 2,773 

3,200 5,854 2,891 

3,118 5,988 8,000 

2,892 6,720 3,580 

2,684 7,538 4,215 


Period ...... —571 +1,886 +1,485 


* The report of March 8 represents the condition at 
the close of business March 3, when the holiday took 
effect. Thus the figures cover two days only, these 
two days representing the climax of the panic. 


For the five weeks covered by the table, the 
figures show a loss of $305,000,000 in the 
monetary gold stock, through exports and 
earmarkings for foreign account, and a great- 
er loss of $571,000,000 in the gold reserves of 
the Federal Reserve Banks. The difference 
of $266,000,000 is largely due to domestic 
hoarding, since gold paid into circulation is’ 
retained in the stock, but subtracted from the 
reserves. The $1,485,000,000 expansion in Re- 
serve note circulation required a 40 per cent 
gold cover, or $594,000,000. Between the loss 
of gold and the increased requirements, the 
excess of gold reserves above the legal mini- 
mum was reduced from $1,475,000,000 on 
February 1 to $440,000,000 on March 8, or by 
$1,035,000,000; and the reserve ratio from 65.6 
to 45.6 per cent. 
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Since March 3, in response to the grant of 
authority to the President to impose a penalty 
upon hoarding, the return of gold and gold 
certificates to the banks has been prompt and 
heavy, the Reserve System gaining $500,000,- 
000 in two weeks, or most of what was taken 
out during the preceding five weeks. On 
March 22 the monetary gold stock was $,- 
264,000,000, and the Reserve System’s reserves 
$3,192,000,000, which was higher by $454,000.- 
000 and $631,000,000, respectively, than at the 
low points of October, 1931, and June last 
year. There can be no question as to the 
sufficiency of these immense holdings to meet 
all normal and essential uses of gold reserves, 
or to permit the resumption of free payments 
as soon as the authorities deem proper. 


So far as the coinage is concerned, the sus- 
pension of gold redemption takes away from 
the people of the United States only a right 
that no other people possess. All other coun- 
tries have embodied in their laws and banking 
practice the principle that the use of gold as 
the small change of business is uneconomical, 
and that the practice of paying gold coin into 
circulation in small amounts is a non-essential 
in the operation of the gold standard. Both 
Great Britain and France upon their return to 
gold after the post-war suspension limited 
their minimum payments to bars of about 400 
ounces, worth about $8,000, which can neither 
circulate nor be readily hoarded. Thus they 
assured themselves that their gold would not 
be frittered away in hoarding or in hand-to- 
hand use, but could be utilized to its highest 
efficiency for the purposes for which the gold 
standard was evolved, namely, as the basis for 
credit and as the medium for international pay- 
ments. There has been a substantial body of 
opinion holding that the United States should 
likewise adopt the gold bullion standard, the 
better to protect itself from the demands of 
hoarders in times of stress; and naturally this 
opinion will be strengthened by the events of 
the past month. 


Balance of Payments Governs Value of Dollar 


It seems to have been believed in some 
quarters that depreciation of the currency and 
an inflationary rise in prices would automatic- 
ally follow the restriction of gold payments, 
but this belief is an erroneous one, based upon 
false analogies. Though some people may 
think it paradoxical that the currency of a 
country prohibiting gold shipments can be 
worth par in terms of the currencies of coun- 
tries freely shipping gold, this may readily be 
the case. In last analysis the value of each 
currency is determined by the supply and de- 
mand for it; or in other words, by the balance 
of payments made to and from the country. 
Under normal conditions these payments off- 
set each other within narrow limits, and the 


differences are settled by gold shipments, the 
currencies thus being maintained in fixed rela- 
tions to each other. But no country can main- 
tain its currency against a continuously ad- 
verse balance of payments by paying out gold, 
for it will have no means of obtaining the 
gold; and conversely the suspension of gold 
payments cannot, except temporarily or sen- 
timentally, reduce the value of the currency 
of a country having a continuously favorable 
balance of payments, for it will continue to 


receive gold, and will not be called upon to 
pay it out. 


The figures given in the foregoing table 
demonstrate that the drain on our gold was 
not from foreign demands, but from our own 
people. The cause was not distrust of the 
dollar, but distrust of banks. There are very 
important differences between the suspension 
of gold payments by this country and by 
Great Britain. While Great Britain was like- 
wise forced off by panic, in her case there 
was a fundamental weakness not present 
here. The base of the trouble was an unfavor- 
able balance of payments due to a decline in 
exports relatively greater than the decline in 
imports, and to diminished receipts from ser- 
vices and foreign investments; and after the 
struggle to save the pound ended in defeat 
this unfavorable balance made the severe de- 
preciation inevitable. The United States, 
however, has a favorable balance both on 
trade and total payments, except as capital 
movements may temporarily render it unfavor- 
able. In each case heretofore in the depres- 
sion, when flight of capital has caused loss of 
gold, the favorable balance of payments has 
reasserted itself as soon as the panic passed, 
and the gold movement has turned inward 
again. In the present instance panicky trans- 
fers of capital and speculative operations 
against the dollar have properly been brought 
under control by establishing supervision of 
exchange transactions until conditions are 
stabilized. Eliminating these causes of tem- 
porary depreciation, there can be no question 
as to the strength of the dollar, and the fact 
that it has held at par in the exchange mar- 
kets, and the nature of the general comment 
abroad, give evidence that the world takes 
this view. 


Nor would it necessarily follow, if the dollar 
did depreciate in terms of other currencies, 
that internal prices would rise. Only a fur- 
ther element of disorder would be introduced 
into the existing chaos, with demoralizing 
effects on trade and depressing influence on 
values. The experience of Great Britain is 
informing. Her price level has held steady 
while gold prices declined, but it has not risen; 
and undoubtedly the depreciation of sterling, 
disturbing trade and affecting other curren- 
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cies, has been a great factor in the pressure on 
gold prices. There is no reason to suppose 
that the experience of the United States would 
be different.* 


All this is an answer to those who from time 
to time in the depression have urged the 
voluntary suspension of gold payments, in the 
mistaken belief that the dollar automatically 
would go down, and prices as automatically 
go up. 


New Currency Not An Indication of Inflation 


It is true that the suspension of gold re- 
demption removes the automatic check which 
the requirement of a gold reserve imposes 
against inflation of the currency, and this in 
conjunction with the provision of the emer- 
gency banking act for the issuance of new 
currency without a specific gold backing has 
aroused apprehension that the country is em- 
barking upon a sea of debased and depreciat- 
ing paper money. But an examination of the 
facts does not support this idea for a moment. 

The currency provided for by the act will 
be in the form of Federal Reserve Bank notes, 
and will be fully secured both as a direct 
obligation of the Bank issuing it, and by the 
deposit against it in the United States Treas- 
ury of obligations of the United States, or 
other acceptable paper. It will be subject to 


the same tax of % of 1 per cent per annum 


that is laid upon national bank notes, and will 
be issued only during the period of emergency 
proclaimed by the President. It will not be 
handed out as a bonus to any group of the 
population, as was proposed with respect to 
the veterans’ payments last year, nor issued 
by way of Government expenditures, but must 
be obtained by the member banks in the same 
manner that they ordinarily obtain currency, 
i.e., by tendering acceptable paper or Govern- 
ment securities to the Reserve Banks for redis- 
count or advances. Upon such borrowings, 
member banks must pay the regular rediscount 
rate where the paper presented conforms to 
the ordinary eligibility standards, and a rate 
at least 1 per cent above the regular rate 
where the paper is not of this character. 

In these provisions there are a variety of 
safeguards against inflation. It should be 
realized that the issuance of currency to 
people who cash in their bank deposits to 
obtain it, which is the purpose of this act, is 
not an inflationary process. In the commonly 
accepted definition the term inflation signifies 
the issuance of a circulating medium in excess 
of requirements. Since the circulating 
medium includes both bank deposits and cur- 
rency, it follows that the conversion of the 


* We have discussed this subject fully in recent issues 
of this Letter, and lacking space to repeat the dis- 
cussion, refer our readers particularly to the Febru- 
ary issue. 


former into the latter does not increase the 
total, and therefore is not inflationary. This 
would be true even if the entire body of bank 
deposits were converted into currency. On 
the contrary, if the ‘currency is hoarded, or 
circulates more slowly than the bank deposits 
circulated, the process is deflationary. There 
is no creation of artificial purchasing power 
under these conditions, but only a temporary 
extension of the elasticity of the currency sys- 
tem, to cover an abnormal situation. The 
sound principle that the currency should be 
issued by the central banks, and not under the 
control of the legislative body, is maintained. 


Inducement to Retire Currency 


The issuance of the currency is made an ex- 
pense to member banks, which must borrow 
from the Reserve Banks to obtain it, and 
which if they have no eligible assets must pay 
a penalty rate on their borrowings, as stated 
above. These provisions assure the retirement 
of the currency when it is no longer needed, 
since the member banks will undoubtedly use 
returning currency to reduce their indebted- 
ness to the Reserve Banks. 

The lack of direct convertibility into gold 
will be no handicap to the acceptance of the 
new currency, nor is there any reason why it 
should drive other currency into hiding. For 
the present all currency is on a basis of re- 
stricted convertibility. The new notes are re- 
deemable in lawful money normally redeem- 
able in gold, and therefore upon the full re- 
sumption of gold payments they will be con- 
vertible into gold in that manner. 

The very small issue of this currency to 
date, and the prompt restoration of the Re- 
serve Banks’ gold reserves, indicate that it 
will be little used. Contrary to some opinions 
having an inflationary price advance in mind, 
the withdrawal of the emergency currency 
from the banks in extremely large amounts 
would not be a matter for satisfaction, but 
would indicate a continuation of the banking 
strain. The fallacy that an increase in the 
currency issue is needed to advance prices is 
the most persistent fallacy of the depression, 
though there is none that the history of these 
three years has more convincingly disproved. 
Overwhelmingly the greatest share of the 
country’s business is done not with currency, 
but with bank credit, and currency put out 
above the natural requirements either is 
promptly redeposited in the banks, or in case 
of distrust of banks is hoarded, resulting in 
neither case in any stimulation to the price 
level. 


It is incomparably more to be desired that 
people should put their money back into the 
banks and use their deposits to make pay- 
ments than that they should demand more 
currency, for the unthinking endeavor to con- 





vert deposits into currency contracts the credit 
base, paralyzes business, destroys values, and 
indeed tears down the economic foundation of 
the national life. However successfully the 
provisions made for increasing the currency 
supply may operate, it should be recognized 
that any excess of currency issued does not go 
into effective use; that at worst it is hoarded 
and at best replaces a more efficient medium 
of circulation; and that unless it is put out in 
such amounts as to become debased it can 
have no more effect in raising prices than if 
it were still blank paper, or were buried in 
the ground. 


Importance of Government Economy 


Of course, the removal of the natural limi- 
tation on inflationary credit expansion imposed 
by gold reserve requirements makes it imper- 
ative that the Treasury exercise a more rig- 
orous control over its own borrowings than 
ever before. The world will realize very well 
that without the discipline of gold the self- 
discipline of the Government will have to be 
relied upon; for there is no longer a mechan- 
ical limit to Government borrowings from the 
banks, now that there is no limit upon the use 
of Government securities as the basis for credit 
and currency. The experience of the depres- 
sion has demonstrated that capital distrusts 
the currency of a country which does not bal- 
ance its budget, and flees from it either into 
hiding or out of the country; and this would 
be doubly true if there were no evidence of 
resolute intention to bring the budget, and 
therefore the Treasury’s borrowings, under 
control, at a time when apprehensions are in- 
creased because of the panic developments. 
Even a sound trade position cannot protect a 
currency against the strain of uncontrolled 
Government deficits, which have laid the foun- 
dation for every great currency debacle in 
history. 

For this reason the grant to the President, 
upon his own demand, of authority to enforce 
economies necessary to balance the Federal 
budget, comes at a time when it is of incal- 
culable value. Complementing the banking 
program, it has renewed confidence in the in- 
tegrity of the dollar. The economies in ex- 
penditures for veterans, salaries and depart- 
mental reorganization, together with taxes to 
be obtained through legalization of beer, 
promise to bring current expenditures in line 
with receipts during the next fiscal year for 
the first time since the fiscal year 1930. If this 
is the case, uncertainties will be removed 
which have made people unwilling to lend, and 
thus have kept the capital markets constantly 
disturbed. The problem of refunding the 
short-term debt will be simplified, and a gen- 
eral situation which has caused a persistent 
deflationary pressure substantially relieved. 
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It is, to be sure, unlikely that Government 
borrowing will cease within the next fiscal 
year, for it is realized that, regardless of the 
objections in principle, large Federal appropri- 
ations for the relief of the distress in the 
country are necessary and inevitable. But 
the capital markets will naturally face these 
demands with less apprehension if they are 
accompanied by a rigid balance of the operat- 
ing budget, achieved through economy. The 
reassuring factors are the reduction in the 
fixed annual expense, and the evidence that 
the means of control and the will to exercise 
it are present. 


Effects of Bank Closings 


Official figures as to the number of banks 
which have been reopened are not yet avail- 
able, but unofficial computations place the 
total wholly or partly open in the neighbor- 
hood of 16,000, or more than 80 per cent of the 
number in operation before the holiday. If 
these figures are correct, it would be reason- 
able to assume that close to 90 per cent of the 
country’s bank deposits have remained intact, 
since the percentage of bank reopenings was 
highest among the larger banks. 


The foregoing figures as to bank reopenings 
proved to be higher than generally anticipated. 
Even so the volume of deposits tied up in 
failed or only partially reopened banks is suf- 
ficiently large to impose a repressive influence 
on business unless accompanied by a more 
effective utilization of deposits in the banks 
which have reopened with the stamp of Gov- 
ernment approval. It is apparent, therefore, 
that a vital factor in determining the net in- 
fluence of bank closings will be the rapidity 
with which currency withdrawn from the 
banks during the panic is re-deposited in the 
banks which have been reopened. If the re- 
turn of this currency proceeds satisfactorily, 
permitting these banks to reduce their in- 
debtedness to the Reserve Banks, and increas- 
ing their deposits, and if this return of cur- 
rency is accompanied by a feeling of confi- 
dence in the constructive character of the 
general economic program, there is reason to 
believe that the adverse effect of bank closings 
will be overcome and an expansion of credit 
take place. 


In the following table we give a record of 
banks in operation by years since 1920 show- 
ing the extent to which the number had been 
reduced both by failure and by consolidation 
since the peak. 


Total Banks in U. S, 
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Effects on Prices and Business Activity 

The disruption of credit and general alarm 
caused a further contraction of trade and re- 
duction in industrial activity and employment 
during the past month. The markets, how- 
ever, have afforded a striking contrast, rally- 
ing sharply, and holding a substantial part of 
their gains during the subsequent reaction. 
The rise was a general one, embracing most 
of the staple commodities, stocks and bonds. 
In part it reflected the hopeful view described 
at the outset of this Letter, that the economic 
situation will be strengthened as an outcome 
of the crisis; and it also reflected a need for 
goods by many merchants who, in view of the 
uncertainties developing earlier, had deferred 
forward buying. Probably, however, the the- 
ory that the suspension of gold payments or 
the currency provisions of the banking act 
would automatically raise prices was also a 
cause of the advance, and we have already 
given the reasons why we consider this a mis- 
taken view. 

The wheat market led the rise among the 
farm products. The poor outlook for the crop 
in the great plains area of the Southwest, 
which is the principal Winter wheat produc- 
ing section of the country, is the chief factor 
in the wheat situation. For more than a year 
and a half there has been a deficiency of rain- 
fall over western Kansas and Nebraska, east- 
ern Colorado, and northwestern Texas and 
Oklahoma, and as a result the Government on 
December 1 last estimated the condition of 
Winter wheat to be the lowest on record. 
Since then conditions have continued adverse, 
due to alternate freezing and thawing, con- 
tinued drouth, and dust storms. In conse- 
quence the trade ideas as to the total Winter 
wheat yield range down to the lowest figure 
in nearly thirty years. The first Government 
estimate will be issued this month. 

A small decline in the Spring wheat acreage 
is also expected, according to the Govern- 
ment’s report on intentions to plant. With an 
average Spring wheat yield the total wheat 
crop would probably not exceed 650,000,000 
bushels. In each of the last two seasons the 
total disappearance of wheat in the United 
States was about 725,000,000 bushels, but this 
included heavier feeding of wheat to livestock 
than is the case this year, with the feed grains 
abundant and cheaper. Even with reduced 
feeding, improvement in the domestic wheat 
situation is promised; and few developments 
could be more helpful to general business. 

Reports by the Department of Agriculture 
on intentions to plant cotton are forbidden, 
but inspection of the intentions to plant other 
crops in the Southern states suggests that the 
cotton acreage will be moderately increased, 
and this is the general trade belief. The con- 


trolling factor is the inability of the farmer to 
do better with anything else than with cotton. 
Growing more of his food and feed than ever 
before, he turns to cotton to provide cash. 
Farm wages generally are 25 per cent below 
the 1910-14 average, and lower in the cotton 
belt than in other sections. 

With commodity prices stronger, the whole- 
sale markets were relatively active during the 
holiday, and sales of textiles were substantial. 
Retail trade naturally was curtailed. In New 
York City the drop was surprisingly small, de- 
partment store sales during the first half of 
March falling only 23.6 per cent under last 
year. This percentage was no greater than in 
some other recent months. In many other 
cities, however, according to private reports, 
the comparison was more unfavorable. This 
decline was reflected in the distribution of 
goods. Car loadings failed to show the usual 
seasonal rise, and during the forepart of 
March fell below the previous year by the 
widest margin since last Summer. The show- 
ing of electric power production and other 
general indexes of business has been similar. 

Steel production dropped to 14 per cent of 
capacity in the middle of the month, according 
to Iron Age, a particularly distressing figure 
when it is considered that March frequently 
is the busiest month of the year in the steel 
industry. Building contracts awarded declined 
to a new low, and during the first 19 business 
days of March averaged only $2,054,000 daily, 
according to the Dodge reports for 37 states. 
The slump in automobile output was likewise 
severe, a number of factories suspending oper- 
ation in consequence of the falling off in sales. 

Since banking facilities were reestablished 
business has picked up again, but to what de- 
gree remains to be demonstrated by later fig- 
ures. Optimistic feeling is uppermost, but the 
period of confusion has not wholly passed, and 
the general attitude is one of waiting for fur- 
ther developments in the Administration’s 
policies, and in the financial situation. 


Money Rates and Bank Changes 





In preceding pages of this Letter we have 
traced in a general way the development of 
the banking crisis, and subsequent progress 
towards restored confidence, following adop- 
tion of drastic remedial measures. It may be 
of interest to trace these changes in greater 
detail, showing the manner in which the bank- 
ing system functioned under the strain and 
the magnitude of the sums involved. 

It will be recalled that signs of an under- 
current of firmness in the money market had 
appeared as early as the middle of January, 
when the gold movement, until then inward, 
changed into a moderate outflow; while at 
the same time a counter-seasonal rise of 
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money in circulation began in conjunction 
with an increase of bank failures. Early in 
February came word of important banking 
difficulties in New Orleans, followed shortly 
afterwards by a banking suspension through- 
out the entire State of Michigan. With these 
developments, the general run on the banks 
of the country was on in earnest, proceeding 
with constantly increasing momentum until 
the climax was reached in the week of March 
1, and the two days following, when money 
in circulation rose by the extraordinary totals 
of $732,000,000 and $818,000,000 respectively. 
It was then that the Governor of the State 
of New York, acting after most other States 
had put restrictions on bank payments, de- 
clared a two-day banking moratorium through- 
out New York State, which was followed by 
the President’s proclamation covering the en- 
tire country. 


Influences Causing Cash Withdrawals 


In considering the significance of these 
enormous demands for cash, it is in order to 
emphasize again the fact, mentioned in an 
earlier paragraph, that these withdrawals were 
by no means a fair measure of public confi- 
dence in the solvency of the banking system. 
While it is true that panicky withdrawals of 
cash were a basic cause of the difficulties, 
nevertheless it is also true that as the crisis 
developed the currency taken for hoarding 
purposes became the smaller proportion of 
the total. Certainly, this was the case as re- 
gards the withdrawals from the New York 
banks. As state after state in the interior 
restricted banking payments, corporations 
and business men in the affected sections, find- 
ing themselves no longer able to obtain cur- 
rency at home and unable even to make pay- 
ments by check, drew heavily upon their New 
York balances and had the proceeds shipped 
to them in cash. Thus New York, Chicago 
and a few other financial centers were sud- 
denly called upon to finance, over-night as it 
were, a conversion of the country’s method 
of financing its enormous volume of trade 


from a check to a currency basis. And that, 
of course, is impossible for any group of banks 
to accomplish, no matter how strong they are. 
The fact is that the suspension of payments at 
New York was brought about not so much by 
the demands of depositors within the district, 
as by the demand for a means of payment in 
the interior which satisfied itself by drawing 
on New York for currency as long as that 
window remained open. 


How the Demands Were Met 


On page 50 we give a table showing the 
extent of the increase in the demand for gold 
and currency. At the bottom of this page we 
give another table showing how these de- 
mands were met. 

It will be seen from the table that as late 
as the middle of January the member banks 
were in a very easy position, with excess re- 
serves above $600,000,000, and with borrow- 
ings at the Federal Reserve Banks down to 
the unusually low figure of $248,000,000. Dur- 
ing the balance of January a noticeable in- 
crease of uneasiness among bank depositors 
and tendency to withdraw deposits took place, 
but had comparatively little effect upon the 
volume of bank credit for the reason that such 
developments coincided with a seasonal return 
flow of currency from the Christmas trade. 
These increased demands for currency in the 
interior, coupled with extremely low money 
rates in New York, were accompanied by a 
general movement of funds away from the 
New York market. Thus, between January 
11 and February 1, the excess funds of New 
York banks dropped from $356,000,000 to $179,- 
000,000, while at the same time excess funds of 
interior banks generally tended to increase, 
though not by an equivalent amount, for total 
excess reserves, as shown by the table, de- 
clined. 


In February, with the spread of banking dif- 
ficulties in the interior, excess funds of New 
York banks dropped further to $29,000,000 on 
the 15th, causing a further decline also in the 
totals for all districts. 








Changes in Bank Credit Prior to Bank Suspension 
(In Million Dollars) 
Federal Reserve Credit Outstanding 


Ov. 
Redis- Securities Bills Reserve 
counts Held Total Account 
1,812 2,106 2,574 
1,778 2,068 2,545 
2,067 2,513 
2,070 2,438 
2,085 2,419 
2,136 2,236 17,349 18,571 
2,351 2,271 16,933 18,257 
csccesteonsete 2,936 2,038 15,971 17,823 
_, eT 1,881 3,644 1,800 eee prea 
Change Dur- 


ing Period ....+1,166 + 69 +1,538 — 774 —363t — 1,956f — 8b50t 
* Partly estimated. t Figures represent close of business March 3. ¢t Change to March 1; later figures unavailable. 
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Reporting Member Banks 


Loans & 
Investments 
18,673 
18,655 
18,619 
18,725 
18,573 


Member Bank 
Excess 

Reserves* Deposits 
17,927 
17,873 
17,835 
17,847 
17,570 
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Up to this point the increase in the demand 
for gold and currency had been moderate, and, 
as the table shows, no greater than could be 
met out of surplus reserves and a small increase 
in rediscounting. By February 21, however, 
the spread of panic had become more rapid. 
Money in circulation jumped $134,000,000 in 
that week, following $149,000,000 during the 
preceding week; deposits of the weekly re- 
porting banks went off over $400,000,000 ; 
member bank borrowing at the Reserve Banks 
rose $41,000,000; and at the same time, the 
Reserve Banks lowered their buying rate for 
bills and increased their acceptance portfolio 
by $150,000,000 in an effort to ease the situa- 
tion. 

All efforts to check the panic proved of no 
avail. By March 1 it had reached the run- 
away stage. In nine days, money in circula- 
tion jumped over $1,500,000,000. From $327,- 
000,000 on February 21, rediscounts for mem- 
ber banks rose to $712,000,000 on March 1, and 
thence on the next two days to $1,414,000,000, 
the highest total since 1921. Bills purchased 
increased during the period by $237,000,000, 
and total Federal Reserve credit by $1,300,- 
000,000. On March 4 came the declaration of 
moratorium for New York State later made 
nation-wide by Presidential proclamation. 


Effect on Bank Loans 


It is of interest to note the trend of bank 
loans during this period of tremendous pres- 
sure. With the impact upon the banks of this 
enormous currency demand cushioned, first, 
by the existence at the outset of large excess 
reserves, and, second, by the rapid expansion 
of Federal Reserve credit, the member banks 
were enabled to meet these demands without 
any general calling of customers’ loans which 
would have been disastrous. The weekly re- 
porting member banks, in paying off $1,876,- 
000,000 of deposits between February 1 and 
March 1, liquidated only $902,000,000 of loans 
and investments, and of this total virtually all 
is accounted for by sales of $345,000,000 of 
Government securities, and by sales of accep- 
tances, of which the Reserve Banks bought 
$353,000,000. Secured loans and investments 
in other than Government securities were ap- 
proximately unchanged; and although the 
reported figure for “all other” (the so-called 
commercial) loans shows a decline this reflects 
the sale of acceptances, which are reported 
under this item. 

This ability to sustain the force of the panic 
without resort to general liquidation demon- 
trates the value, to all business as well as to 
themselves, of the liquidity maintained by the 
New York City banks, which were called upon 
to bear the brunt of the crisis. The following 
table shows the extent to which the demands 
converged upon New York: 


Reporting Member Banks 
Changes February 1 to March 1, 1933 
(In Million Dollars) 

Loans & 

Investments 
Boston + 65 
New York (Outside N. Y. C.).. + 3 
NOW YOrkKk City ..ccccccccssrcessscssssvveee 710 
Philadelphia 
Cleveland 
Richmond 
Atlanta 
Chicago (Outside City of Chi.) 
Chicago (City) 
St. Louis 
Minneapolis 
Kansas City 
Dallas 
San Francisco 


TOTAL 


District Deposits 
































Similarly, the demands an the New York Re- 
serve Bank were relatively greater than on the 
other Reserve Banks, a situation which was 
met by other Reserve Banks purchasing bills 
and securities from the New York Bank. 


The Return of Funds 


Equally dramatic as the events preceding 
the shutdown has been the sweeping recovery 
scored by the banking system from the time of 
reopening to date. We have already referred 
to the return of over $500,000,000 of gold to 
the Federal Reserve Banks under threat of a 
penalty upon gold hoarding. In addition, how- 
ever, to this more or less forced return of gold, 
the public voluntarily surrendered over $400,- 
000,000 of other forms of currency, principally 
Federal Reserve notes, making the net re- 
deposit of gold and currency no less than 
$930,000,000 during the two weeks after the 
holiday. Reflecting this heavy return of cash, 
member banks were enabled to reduce their 
rediscounts at the Federal Reserve by $743,- 
000,000, or more than one-half, while the posi- 
tion of the Federal Reserve Banks was im- 
mensely strengthened, as shown by a recovery 
in the ratio of reserve to liabilities from 45.6 
per cent to 55.5. Though large amounts of 
the new Federal Reserve Bank note currency 
had been prepared for the emergency, only 
$9,000,000 had been paid out by the Federal 
Reserve Banks up to March 22. 

The foregoing developments are evidence 
of a striking reversal of public psychology, 
brought about by bold and decisive leadership 
in dealing with the banking situation. Thanks 
to such leadership the country has already 
gone far towards regaining its poise after its 
momentary lapse into a devastating state of 
panic. 

To consolidate the gains made, however, 
the improvement must continue, bringing fur- 
ther return of currency to the banks, reduction 
of bank indebtedness to the Reserve Banks, 
and return of easy money conditions, so that 
the reconstituted banking system may func- 
tion with maximum efficiency in the service 
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of business. How rapid the progress will be 
in these directions will depend in large meas- 
ure on the extent to which the program of 
rehabilitation continues to command the con- 
fidence of the country. 


Money Rates and Bond Prices 


The effect of the crisis upon money rates is 
shown by the following table, comparing the 
low rates prevailing before the crisis, with 
those at the peak, and with the latest quo- 
tations: 

Low High Latest 
PerCent (Mar. 28) 
Call Money 5 3 
Time Money 5 2-2% 
Bankers’ Acceptances— 

90 days (asked) 
Commercial Paper. 


35% 2 
41%-4% 3 

Reflecting the economy program as outlined 
in the President’s message of March 10, and 
the cessation of bank selling, Government 
bonds rose very rapidly after the holiday. The 
Treasury’s March 15 financing had been an- 
ticipated with some anxiety in view of the 
banking crisis, but was carried out with com- 
plete success. The offering of about $800,- 
000,000 in 4 per cent five-months’ and 4% per 
cent nine-months’ certificates was more than 
twice oversubscribed, and the certificates at 
once sold at a premium in the markets. The 
rates were the highest of the depression, and 
while they are probably a reflection of the 
panic, nevertheless the fact that the Govern- 
ment was forced to pay them has justified the 
contentions of those who claimed that the ex- 
treme low rates current on Government bor- 
rowing three months ago were more a measure 
of the plethora of funds than of the Govern- 
ment’s credit. The manner in which the cost 
of Treasury borrowing has fluctuated over the 
period is shown by the yields quoted on the 
Treasury’s weekly offerings of three-months’ 
bills. These touched a low point of 0.09 per 
cent in December, rose to 0.99 per cent by the 
first of March, jumped to 4.26 per cent on 
March 6, and were back at 1.72 per cent by 
March 28. 


In the initial burst of strength following the 
reopening of the markets Government bonds 
rose 4 to 5 points, recovering about two-thirds 
of the ground lost during the panic. Subse- 
quently, a part of these gains was lost on re- 
ports from Washington of possible further 
large Government borrowing. The extreme 
sensitiveness of the Government market to 
proposals involving large scale use of Govern- 
ment funds has been demonstrated time and 
time again, and illustrates the need for pro- 
ceeding with extreme caution along that line. 
A good bond market would be of immense aid 
in stimulating business recovery and Govern- 
ment bonds are the pacemakers for the market 
as a whole. Hence the maintenance of Gov- 


% 
1%-1% 


ernment credit is essential not only in order 
that the Government financing itself may be 
done on economical terms, but so that the en- 
tire long-term capital market may be kept on 
a reasonable basis. 


Corporation Profits and Deficits 





With the publication last month of reports 
for 1932 by a considerable number of additional 
corporations, including many of the leading 
organizations in the various industries, it is 
possible to present a fairly comprehensive 
cross-section of the financial results last year 
for corporate business as a whole. In the ac- 
companying tabulation are given the com- 
bined net profits or deficits, by major industrial 
groups, of some 1,400 manufacturing, trading 
and miscellaneous companies, together with 
figures for Class I railroads, public utility sys- 
tems, telephone companies, street railway 
companies, insurance companies, banks and 
finance companies, making a grand total in 
excess of 1,800 concerns representing a net 
worth of more than $50,000,000,000. 


The showing of the industrial and trading 
groups is in line with that indicated last 
month, and an examination of the tabulation 
will show the general trend in those lines of 
business for which a sufficient number of re- 
ports is available to form separate groups, 
although of course there were many individual 
companies whose results ran counter to the 
groups in which they are classified. For ex- 
ample, about 9 per cent of the reports pub- 
lished showed an increase in profits in 1932 
over the year 1931, or a change from a deficit 
to a profit. The majority, however, numbering 
61 per cent of the total, had deficits aggre- 
gating $787,000,000, which offset the net profits 
reported by 39 per cent of the companies and 
aggregating $682,000,000, leaving a deficit 
balance of $105,000,000. 


This means that on the shareholders’ capital 
of more than $26,000,000,000 invested in the 
industries there was no profit last year what- 
ever in the aggregate, but a deficit after de- 
ducting expenses and fixed charges and before 
dividends, while the profits return on net 
worth in 1931 was only 2.5 per cent. Never- 
theless, the ability of business to so nearly 
“break even” in the face of such sharp de- 
clines in volume and in the commodity price 
level is decidedly encouraging. The losses in 
some industries have been largely offset by 
other industries whose earnings have been 
maintained relatively well, such as food prod- 
ucts, tobacco, chemicals, petroleum, and chain 
stores. A feature of practically all reports has 
been a drastic reduction in operating costs and 
increase in efficiency, to which attention was 
called in this Letter a month ago. 





INDUSTRIAL CORPORATION PROFITS FOR THE YEARS 1931 AND 1932 


Net Profits Are Shown After Depreciation, Interest, Taxes, and Other Charges and 
Reserves, but Before Dividends. 


Net Worth Includes Book Value of Outstanding Preferred and Common Stock and 
Surplus Account at Beginning of Each Year. 


(in Thousands of Dollars) 








Net Profits Per NetWorth Per Cent 
Years Cent January 1 Return 
Industry 1931 1932 - Change 1931 1932 1931 1932 
Agricultural Implements D-$6,727 D-$27,518 $ 580,715 $ 529,901 
Amusements 7,700 D-10,495 307,437 291,020 
Apparel 1,515 D-7,611 174,259 153,952 
Automobiles 80,855 D40,539 1,480,420 1,382,450 
Auto Accessories .....0.... 8,644 D-20,332 460,002 421,765 


Aviation 4,064 D-1,731 166,056 149,973 
Bakery 40,587 27,972 ° 381,311 366,136 
Building Materials .......... 583 D-19,522 633,800 601,085 
Chemicals inte 114,822 65,622 i 1,468,163 1,329,207 
Coal Mining 5,112 D-12,110 642,940 640,078 


Confectionery & Bever’s. a 197,158 202,214 
Construction .... R 141,125 129,825 
Cotton Mills ........ sade 364,960 339,482 
Dairy Products ie 19,791 i 338,701 321,471 
Drugs and Sundries 32,262 A 369,414 366,627 


Electrical Equipment.. D-27,227 1,193,971 1,107,880 
Fertilizer D-4,452 117,840 114,521 
Food Products—Mise. .... 44,085 ‘ 823,045 785,277 
TPUTTUIEUTO ccceccecesecsoe sesscesonece e D-5,277 45,173 34,678 
Hardware and Tools D-6,161 D-8,479 148,510 135,024 


Heating and Plumbing.... D-9,684 D-18,575 386,346 350,580 
Household Goods 26,648 4,476 2 346,969 343,108 
Iron and Steel D-17,956 D-160,989 4,210,285 4,030,442 
Laundry and Cleaning.... , 508 § 22,539 20,531 
Leather Tanning (a) D-6,042 D-6,716 102,429 91,585 


we  D-8,037 D-7,152 95,725 83,947 
Machinery pela ww. D-14,126 D-38,982 587,456 536,972 
Meat Packing R * 692,869 647,305 
Mdse.—Chain Stores a 771,424 768,630 
Mdse.—Dept. Stores 528,339 502,150 


Mdse.—Mail Order. onseuens 368,054 344,074 
Mdse.—Wholesale, etc 164,492 152,514 
Mining, Copper 409,447 449,986 
Mining, Other Non-Fer... 815,086 721,831 
Office Equipment D-4,253 238,207 225,586 
Paint and Varnish.... 32 119,882 115,549 
Paper and Products.......... D-8,661 412,261 

Petroleum 26,484 + 2.058,963 

Petroleum—Pipe Line 1,074 : 68,128 

Printing and Publishing.. 9,325 5 197,486 187,125 


Railway Equipment D-16,179 989,574 916,128 
Real Estate oe 194,852 

Restaurant Chains 
Rubber Tires, etc 
Shipping D-8 124,704 
Shoes i 216,264 197,651 
Silk and Hosiery. 116,509 98,925 
Stock Yards ............ x 62,583 62,299 
Sugar—Cuban 5 - 117,111 100,123 
Sugar—Other ............. - 12,865 13,978 J 356,516 356,532 


Textile Products—Misc. 2,648 D-11,596 335,412 315,115 
Tobacco 125,384 J 873,028 893,586 
Warehouse and Storage 3,161 3 49,753 50,796 
Wool D 141,716 
Miscellaneous—Mfeg. ....... " onsqentt 1,092,275 
Miscellaneous—Services R 252,206 248,729 
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Total Mfg. and Trading $726,230 D-$105,489 $28,226,271 $26,578,332 


| 
oo 
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Class I Railroads. 116,362 D-153,308 12,998,378 12,721,412 
Electricity, Gas, etc. (b) 392,628 305,880 & 4,883,439 5,087,572 
Bell Telephone System.. 193,379 139,336 é 2,856,211 2,889,422 
Street Railways 12,942 580 . 637,945 
Insurance Companies (c) D-131,143 D-80,429 677,323 
New York Banks (d)...... D-64,588 D-28,169 1,910,854 
Finance Companies ......... 28,908 18,340 i 333,878 304,621 
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Grand Total ........... encsseoseose $1,274,718 $96,741 —92.4 $52,524,299 $50,392,074 — 41 





D—Deficit. (a) Sample not representative of all branches of the industry because of the limited number 


of published reports available. (b) Figures refer to shareholders only. Because of the Jarge proportion of 
bonded indebtedness, actual return on the property investment is less than the above. (c) Fire and casualty. 
Figures represent total shareholders’ gains or losses, on underwritings, investments and valuation adjustments. 
(ad) After deducting known reserves and extraordinary charge-offs of $164,313,000 in 1931 and $162,103,000 in 1932. 
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Railroads and Utilities 


The 165 Class I steam railroads had a com- 
bined net deficit of approximately $153,000,000 
last year, after allowance for all expenses, 
taxes and bond interest, which compares with 
a net profit of $116,000,000 in 1931 and $897,- 
000,000 in 1929. Total railroad operating rev- 
enues declined from $6,352,000,000 in 1929 to 
$3,162,000,000 in 1932, or by 50 per cent, while 
total operating expenses, not including interest 
and rents, was reduced from $4,554,000,000 to 
$2,429,000,000 or by 47 per cent. These ex- 
penses have now been decreased to an extent 
that would not have been thought possible 
four years ago, and with its recently published 
recommendations the National Transportation 
Committee presented the encouraging esti- 
mate that less than a 20 per cent increase in 
traffic would put most of the roads on an 
earning basis. 


A group of 80 public utility systems supply- 
ing electricity, gas, etc., made up largely of 
operating companies, had combined net profits 
of $306,000,000 in 1932, as compared with 
$393,000,000 in 1931 and the return on share- 
holders’ capital declined from 8.0 per cent to 
6.0 per cent, although rate of return upon total 
property investment was less than the above, 
because of the large proportion of bonded in- 
debtedness outstanding which bears a fixed 
return. Gross electric revenues declined only 
7.3 per cent and gas revenues 6.6 per cent. 
The 24 principal operating subsidiaries of the 
Bell Telephone System had net profits, before 
dividends, of $139,000.000 in 1932 compared 
with $193,000,000 in 1931. A group of 21 im- 
portant street railway systems, having a net 
worth of $569,000,000 reported net profits of 
$13,000,000 in 1931 and only $580,000 in 1932. 


Insurance and Banking 


Fire and casualty insurance companies have 
had a declining volume of receipts from their 
underwriting and from investments, which 
combined with charges for the writing down 
of investment valuations, resulted in a decline 
in shareholders’ equity of $80,000,000 last year, 
while the deficit in 1931 was $131,000,000. Life 
insurance companies are not included for the 
reason that the majority are mutual and not 
stock companies. 


Bank earnings were affected last year by 
the slack demand for prime paper, the un- 
usually low yield on government and high 
grade municipal and other bonds and the nec- 
essity for substantial charge-offs of doubtful 
assets. A group of 45 New York banks, for 
which comparable figures are available, showed 
a net deficit of $65,000,000 in 1931 and a deficit 
of $28,000,000 in 1932. These figures are after 
known charge-offs and reserves in the two 
years of $149,000,000 and $162,000,000 respec- 
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tively. Profits of 20 finance companies, which 
handle the installment notes covering the sale 
of automobiles and other goods, declined from 
$29,000,000 to $18,000,000. 


The Functions of the Gold Standard 


In times when prices are in disorder and 
thousands of persons who never have given 
much attention to monetary systems are sud- 
denly interested in the subject, certain errone- 
ous ideas which have had currency in every 
previous period of monetary controversy are 
revived and made to confuse the discussion. 


Among these is the general representation 
that the total body of indebtedness of all kinds, 
long term and short term securities and prom- 
issory notes, public and private, includingevery 
kind of obligation payable in terms of money, 
is a charge on the gold reserves, and therefore 
a potential demand which tends to raise the 
value of gold in proportion to other kinds of 
property, and to make the economic structure 
unstable. One description frequently used is 
that of a vast inverted pyramid of credit, sup- 
ported by its apex resting upon a narrow base 
of gold. 


This idea shows an entire misconception of 
the meaning of the word “standard” as used in 
relation to all the physical standards and 
in describing the chief service of gold as 
money. The various standards of physical 
measurement, as the “foot,” “yard,” “pound,” 
“gallon,” etc., are definite units to which all 
measuring instruments in use are required by 
law to conform. The purpose is to facilitate 
trade and secure honest dealing. Monetary 
standards serve the same purpose in measur- 
ing values. The monetary units of all countries 
were determined by giving a name, as “dollar,” 
“pound sterling,” “franc,” etc., to a given num- 
ber of grains of the metal, the coin thus taking 
the value of the metal, without any promise or 
guaranty from the issuing government. The 
unit thus defined is the unit of value for the 
issuing country, and although gold coins are 
no longer used to any extent as currency, 
maintenance of the gold standard means that 
all forms of money are to be kept at par with 
the gold unit, and for that purpose are made 
convertible into gold. Each government as- 
sumes the obligation to keep all its forms of 
money at the value of gold. 





Money Not the Chief Means of Trade 


It is of the first importance to distinguish 
between money which serves as the standard 
of value and money which serves merely as 
means of payment. It is unnecessary that the 
standard of value shall enter into circulation 
at all. Gold practically ceased to circulate as 
currency in the greater part of the United 
States many years ago, because the people 
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preferred paper currency after becoming ac- 
customed to it during the period, 1861-79, and 
practically all the rest of the world has adopted 
the same practice since becoming accustomed 
to paper during the world war. Obviously a 
paper currency is less costly and more con- 
venient than either gold or silver coins for 
hand-to-hand payments of important amounts, 
and so long as paper money is kept at par with 
the standard money it serves the purpose of 
currency equally well. 

One of our western states which is a pro- 
ducer of silver is reported to have enacted a 
law requiring that, beginning July Ist next, 
the treasurer of the State Government and of 
each taxing subdivision of the State shall pay 
all public employes in gold coin, “the purpose 
of the measure being to prove the inadequacy 
of gold as the monetary base.” The act and 
explanation of it are alike inexplicable, for if 
the purpose is to prove that there is not 
enough gold to serve as the only means of 
payments that is not a matter of controversy, 
and if the purpose is to prove that there is not 
enough gold to serve as the connecting link 
between monetary systems, or as the “mone- 
tary base” as it has long been used, the pro- 
posed payments will have no relation to the 
subject. It may be added that if gold and sil- 
ver were admitted alike to free coinage the 
supply of both metals would be wholly inade- 
quate to serve all the payments required in the 
business of this country. The conception of 
metallic money as the only means of effecting 
the modern volume of exchanges is absurdly 
behind the times. Bank deposits in this coun- 
try in 1929 aggregated about $57,000,000,000, 
and the aggregate of check clearings in that 
year was over $700,000,000,000, or about 12% 
times all deposits, without including the 
checks which did not enter the clearings, or 
any cash payments. 

The total amount of money in circulation at 
any time in 1929 was only about $5,000,000,000, 
and the general lack of information about how 
business is handled is indicated by the number 
of intelligent people who do not understand 
how the bank deposits can be so large when 
the total stock of money is so small. Ap- 
parently there is no general appreciation of 
the fact that although money has a funda- 
mental part in the business world as the stand- 
ard of value it plays only a minor part as the 
actual means of payment, either in trade or 
financial transactions. 

Ninety per cent or more of all payments 
are made without the use of money at all, by 
means of private bank checks, which never 
are cashed, but practically cancel out in the 
clearing houses. 

That they cancel out in this manner when 
brought together is not a matter of chance 
under normal conditions. It works out so be- 


cause the trade and financial transactions of 
each country, and between countries, consist- 
ing as they do of an exchange of services, nec- 
essarily cancel out in the settlements. There- 
fore, the instruments of payment arising from 
them, large as they aggregate, are not a dan- 
gerous charge on the bank reserves or upon 
the monetary stock. The business of the coun- 
try practically settles itself. The clearings 
illustrate to perfection how the services of 
money and the banking system have accom- 
plished a refinement of barter. Money was a 
great step in social progress, but check and 
deposit banking has improved upon it in con- 
venience and economy. Moreover, the system 
clearly shows where real buying power origi- 
nates—not in money but in the products and 
services which the people desire to exchange. 
It reveals also how disorder in the industrial 
system originates, i. e., in unbalanced relations 
in the exchanges, which slow down trade and 
reduce purchasing power and consumption. 


Nothing is more certain than that the world 
is not going back 1,000 years to the exclusive 
use of metallic money as means of payment. 
Moreover, it is evident that where money is 
used it is not consumed in the using, or its 
paying power exhausted. It is used over and 
over again, like a railroad car, which renders 
a similar service in the exchanges. 


A person who has a debt to pay accumulates 
in his bank account, from earnings or business 
profits, credits sufficient to cover the required 
amount and on the due date draws his check 
for it. He may not have deposited one dollar 
of money in his bank account; all of the credits 
may have been in the form of checks. A gov- 
ernment which has obligations falling due sets 
apart from its revenues (received for the most 
part in the form of taxpayers’ checks) a suf- 
ficient credit, and on the due date conveys this 
credit to its creditor, usually by a check. And 
so all the solvent business of the country is 
carried on, the required bank credits being 
created by the varied services which the 
people are rendering to each other. 

Gold is scarcely seen or known in all the 
processes of domestic trade. The check pay- 
ments made within Federal Reserve districts 
are settled by offsets through the banks, clear- 
ing houses and Reserve bank of each district; 
the checks which cross Reserve district lines 
meet in the Gold Settlement clearings in 
Washington, where the name suggests an 
actual settlement in gold. In fact, each Re- 
serve bank keeps a deposit there to cover its 
probable liabilities, but there also the settle- 
ment consists mainly of offsets, with the 
balances carried forward by book entries. The 
total amount of gold in the Gold Settlement 
Fund at any time is small in comparison with 
the reserves of the Reserve system and insig- 
nificant in comparison with the aggregate 
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clearings. And yet the word “dollar” wher- 
ever it appears upon any form of our money, 
or in any instrument of credit, contract, wage- 
agreement or set of accounts in this country 
means the value of the unit gold dollar. 


The International Trade 


In foreign trade and intercourse the same 
principle applies. When all nations are on the 
gold basis, their currencies bear stable rela- 
tions to each other, but it is no more assumed 
that payments will be made in gold than in 
the case of domestic payments. Normally, 
international business comes very close to 
settling itself, but moderate balances which 
fall first one way and then the other are of 
no more concern than the daily balances which 
occur in the clearing houses. Continuous bal- 
ances, however, which compel a persistent con- 
traction of bank credits in the debtor country, 
inevitably become a disturbing influence in 
international relations and ultimately affect 
business conditions in all countries. They are 
inconsistent with the stable relations desired 
between currencies and with stable commo- 
dity prices. 

However, they do not occur in ordinary 
commercial intercourse. No country will al- 
low its banking reserves to be drained away 
to an extent that would paralyze domestic 
business. Gold payments are suspended when 
such an emergency is threatened, but such 
emergencies do not arise from normal busi- 
ness intercourse. The central banking insti- 
tutions have sufficient control over credit to 
maintain the exchange equilibrium under nor- 
mal conditions. The heavy one-way gold 
movements which since the war have exerted 
a disturbing influence, and finally forced nu- 
merous countries off the gold basis, could not 
possibly have developed simply from business 
intercourse. As an argument against the gold 
standard they are without force, for any con- 
ceivable standard of value would reflect the 
disorder in economic relationships caused by 
a great war. If the world would avoid eco- 
nomic disorder it should avoid war. 


An Adequate Metallic Base 


The table of gold production and monetary 
stocks presented in these columns last month, 
with figures for credit expansion and credit 
resources in reserve, are irrefutable evidence 
that the depression was not brought on by a 
lack of money or banking facilities. On the 
contrary the evidence is that the growth of 
debt and rise of prices was disproportionate 
to the growth of physical wealth. In other 
words, too much indebtedness was based upon 
the rise of prices, and the debt structure and 
price structure were both weakened thereby 
until they gave way together. Larger metallic 
reserves would have tended to increase the 


body of indebtedness without a corresponding 
increase of real wealth. 

There is a serviceable and safe employment 
of credit, as amply demonstrated in the regu- 
lar course of business affairs, but that there 
may be an extravagant and harmful use of 
credit also has been demonstrated in the his- 
tory of all countries. Credit is the most highly 
variable element in business relationships and 
the problem of establishing effective control 
over it has not been successfully solved in 
this country. Here, and in the widespread 
disturbances caused by war, rather than in the 
standard of value or currency supply, is to be 
found the explanation of the existing disorder. 

Although the United States has not a clear 
record of having always maintained the con- 
vertibility of its circulating currency into 
standard money, the departures have been in- 
voluntary rather than of choice, and of tem- 
porary duration. The Government always has 
manifested a firm purpose to keep its mone- 
tary system in stable relations to the systems 
of other important commercial countries, 


thereby recognizing the importance of inter- 
national cooperation in maintaining a common 
basis for trade and financial intercourse. A 
common standard of value is an elemental 
requisite of a civilized world society. That 
purpose will be served by participating in an 
international conference on the subject, and 


by refraining in the meantime from adding to 
the existing disorder by the enactment of tem- 
porary changes in our standard. 


The Volume of Currency 


Accustomed as many persons are to think 
of money as in itself purchasing power, the 
question of how much money shall be placed 
in circulation becomes controversial. One side 
of the discussion looks upon money as the 
principal cause of business activity; the other 
side points to the fact that all business con- 
sists of an exchange of products and services, 
the real purchasing power of every person 
being in what he has to sell, and therefore that 
the real source of all purchasing power is in 
the products and services themselves, money 
being simply a convenient means by which 
the actual values are exchanged. The first 
of these two conceptions of money is the basis 
of all the monetary heresies that have per- 
plexed the world. The second conception is 
embodied in all the important monetary sys- 
tems of the world, including the Federal Re- 
serve system. It is the function of the Re- 
serve Banks to supply currency to serve the 
wants of trade and for no other purpose. 
When the latter view is accepted, and particu- 
larly when it appears that the great body of 
exchanges are accomplished through the bank- 
ing system without the use of money at all, the 
supply of currency in circulation is seen to 
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result from business activity instead of being 
the source of that activity. 

Furthermore, since money as currency is 
properly only an agency of trade and not an 
original force, the injection of round sums into 
the channels of trade exerts a disturbing, in- 
stead of beneficial, influence. The best proof 
of this is had in the enormous derangements 
that have resulted from the doubling of the 
gold stock of this country since 1914, with 
the increasing supply of bank credit based 
thereon. The violent price fluctuations, in- 
crease of indebtedness and all of the disorder 
and confusion resulting are effects of abnor- 
mal additions to the money supply. 


One of the questions frequently asked is why 
the United States Government should not issue 
paper currency to buy up an indefinite amount 
of its interest-bearing debt, thereby saving 
interest on the latter and placing more money 
in circulation. The idea of course is that this 
money would be new and additional purchas- 
ing power, in other words, that the Govern- 
ment by exercising its sovereign power 
through the printing press would thus increase 
the wealth of the country. The answer is that 
a sovereignty higher than that of govern- 
ments has decreed that wealth cannot be 
created in that manner. A pertinent answer 
to that question always can be made by asking 
another, to-wit: Why have not all govern- 
ments long since abandoned the practice of 
levying taxes for their own support, and 
turned to the printing press not only as a 
means of saving interest but avoiding these 
annual charges that have been so irksome to 
the public? Evidently there are objections to 
this as to all other methods of creating values 
by fiat. 


Apparently it has been done at times with 
some degree of success. This country still 
has about $346,000,000 of civil war paper issues 
outstanding and several hundreds of millions 
of over-valued silver. They illustrate the rec- 
ognized truth that in the fluctuating volume 
of currency required by the fluctuating volume 
of business, a minimum amount, increasing 
gradually with the growth of population and 
business may be regarded as permanently 
outstanding and not affected by the fluctua- 
tions. So much, within safe limits, may be 
treated as requiring no regulation or provision 
for convertibility, and therefore permissible 
as government issues. The greenbacks and 
silver dollars have been considered in this 
class, but both have been at times doubtful 
factors in our monetary system. One of the 
most memorable acts of President Cleveland’s 
two terms of service was calling the Congress 
to special session during the panic of 1893 to 
repeal the act under which monthly purchases 
of silver bullion were then being made. The 
act was repealed, thus ending that experiment 


in forced circulation of money, and President 
Cleveland was honored for his decisive stroke 
of policy. 

All additions to the outstanding volume of 
credit money are now supplied by the Reserve 
banks, but are practically automatic in issue 
and retirement. The needs of business for 
currency are made known to the local banks 
and by them to the Reserve institutions. Lack 
of a normal supply of money in any locality is 
never due to inadequate facilities for issuing 
currency, but always to derangements in pro- 
duction and trade, for which the monetary 
system is not responsible. 

It is a sound and universally recognized 
principle that the currency should be directly 
responsible to business needs, and related to 
no other purpose. Especially is it emphasized 
that the currency shall not be involved in gov- 
ernment finances, which should be conducted 
on the same principles as the finances of a 
private business. 

There is reason to believe that the fall of 
prices and the business depression have been 
due to a violent disruption of price relations 
between different groups of producers, which 
has seriously blocked the exchanges and 
caused a falling off of consumption. This is 
the basic influence, the seeming lack of cur- 
rency in circulation being a result of the 
slackening of industry and trade. If the ex- 
changes are put in order, so that the varied 
products and services will bear their accus- 
tomed value relations to each other, consump- 
tion and employment will rapidly recover and 
prices will rise to the normal level. Arbitrary 
additions to the volume of currency or changes 
in the standard of value, instead of correcting 
the disordered relations, would add another 
element of uncertainty to an already badly 
confused situation. 


The German Lesson on Inflation 





Inflation ideas are popular in many coun- 
tries just now, a symptom of industrial dis- 
organization, prostrate trade and bad times. 
Since money is moving but slowly in circula- 
tion the conclusion is jumped at that more 


money would clear up the situation. There 
are several countries, however, in which this 
idea makes no headway. One of them is Ger- 
many. Nothing is more significant of the bit- 
ter lesson that inflation teaches than the atti- 
tude of the German people toward it today. 
Their unanimous stand against it may be set 
up against all the plausible arguments for it 
now circulating in this country. 

The German people are under great stress 
at this time. They have unemployment in 
proportion to the population as great as our 
own, high cost of living, heavy taxation, 
budgetary and business deficits, burdensome 
debts with interest rates higher than in this 
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country, all following upon the waste and 
losses of war, and have a stock of gold so 
small as to impose severe limitations upon 
credit. They are agitated by political strife 
of exceptional intensity. There are many 
parties and factions representing diversities 
of opinion, but upon one subject there is no 
division. None of the groups, none of the 
political leaders or candidates for office, advo- 
cates departure from the gold standard or in- 
flation of the currency. There is unanimity 
upon that subject. The people have had all of 
the experience of that kind they want. 
Inflation in Germany began during the war. 
The Government policy in financing the war 
was to issue Treasury bills and have them dis- 
counted for currency at the Reichsbank. A 
member of the Cabinet addressing the Reichs- 
tag in 1915 said that the Government did not 
“mean to increase by taxation the gigantic 
burden on the shoulders of our people so long 
as there is no pressing need for us to do so.” 
Moreover, there is evidence of an expectation 
at the time that the war would be short and 
that the defeated enemy would pay the cost. 
In peace-time the Reichsbank note issue 
had fluctuated around 2,000,000,000 marks, 
besides which there were gold and silver coins 
and other paper currency, making an aggregate 
of about 5,000,000,000 marks. When the ar- 
mistice was declared in November, 1918, the 
Reichsbank currency amounted to about 28,- 
400,000,000 marks and the price level was 
about 2% times that of the pre-war time (*). 
From this time on the situation deteriorated 


(*) The gold value of the mark was 23.82 cents in 
United States money. 


more rapidly, for the currency was depreciat- 
ing so fast that the increasing issues did not 
relieve the apparent scarcity. As in the case 
of the French assignats, a little more than 100 
years earlier, it seemed to the authorities im- 
possible to stop. There was an incessant cry 
for “more” in order to meet the necessities of 
trade. The last bank statement for 1920 
showed 81,388,000,000 marks outstanding, that 
of 1921, 122,500,000,000, and of 1922, 1,295,231,- 
000,000. Then in 1923 came the final slide to 
complete extinction. We quote from the book 
“Exchange, Prices and Production in Hyper- 
Inflation,” by Professor Frank D. Graham, 
published by the Princeton University Press, 
page 10: 

The pace of depreciation was constantly accelera- 
ted. Within each of the months of May and June, 
1923, the price of the dollar in paper marks doubled. 
Such increases were by no means unprecedented but 
in July the mark price of dollars was multiplied 7 
times, in August 10 times, in September 17 times, and 
in October 400 times. By this date resort to other 
means of payment was general and almost the sole 
determinant of the value of the existing monetary 
unit were guesses at the rate at which conversion 


into the rentenmark currency, which was presently 
to be established, would take place. 


We reproduce below a table for the out- 
standing circulation of the Reichsbank as it 
appeared in the January, 1924 number of this 
publication. New issues of the mark currency 
practically ceased at this time. A new cur- 
rency for temporary use, secured upon real 
estate, called the rentenmark currency, was 
devised and appeared in November, 1923. In 
1924 the Dawes Committee plan for a new 
Reichsbank was adopted, and an international 
loan for about $200,000,000 was issued to pro- 
vide the gold reserve. 








INCREASE OF GERMAN CURRENCY CIRCULATION IN 1923 


Marks 
Note Circulation(a) 


1,336,500,000,000 
eovceneecee 2,253,963,000,000 
eeoeeee 3,871,256,000,000 
5,624,110,000,000 

6,723,070,000,000 

9,309,532,000,000 
20,241,750,000,000 
62,326,659,000,000 
116,402,515,000,000 
273,906,373,000,000 
663,200,000,000,000 
1,182,039,000,000,000 
8,183,681,000,000,000 
8,627,730,000,000,000 
28,228,815,000,000,000 
46,933,600,000,000,000 
123,349,786,603,000,000 
524,330,557,246,000,000 
2,496,822,908,936,000,000 
19,153,087,468,804,000,000 
92,844,720,742,927,000,000 

- 223,927,315,083,796,000,000 
400,267,640,291,750,000,000 





Equivalent 
of note 
circulation in 
U. S. dollars.t 


$153,697,500 
61,983,980 
187,755,910 
267,145,225 
183,203,657 
121,023,916 
91,087,875 
19,944,530 
41,904,905 
62,998,465 
69,636,000 
35,461,170 
30,244,969 
50,040,834 
138,321,193 
51,626,960 
30,837,446 
11,797,437 
14,980,937 
7,661,234 
23,211,180 
44,785,463 
60,040,146 


Number of 
marks equaling 
one U. S. dollart 

8,695 
36,363 
20,619 
21,052 


Gold 
holdings(a) 
Marks 


1,005,000,000 
1,005,000,000 
1,005,000,000 
1,005,000,000 
913,909,000 
756,914,000 
707,000,000 
596,351,000 
516,122,000 
512,122,000 
510,486,000 
490,000,000 
490,000,000 
470,000,000 
444,000,000 
443,000,000 
443,000,000 
467,000,000 
467,000,000 
467,000,000 
467,000,000 
467,000,000 
467,000,000 


172,413,793 
204,081,630 
909,090,909 
4,000,000,000 
44,444,444,444 
166,666,666,667 
2,500,000,000,000 
4,000,000,000,000 
5,000,000,000,000 
6,666,666,666,667 





(a) From official reports of the Imperial Bank of Germany. 
tAt current rates of exchange at the dates named. 
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Experienced Travelers — 


CARRY TRAVELERS CHECKS 


and 


LETTERS OF CREDIT 
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N the Far East, Europe, South America, the 

Caribbean — wherever you may go — National 

City offices, affiliates and correspondents are ready 
to serve you. 


By carrying National City travel funds, this world- 
wide banking service becomes available to trav- 
elers everywhere. 





CONVENIENT TO CARRY SELF IDENTIFYING 


ACCEPTABLE EVERYWHERE 





Issued in convenient denominations of $10, $20, $50, and $100 — 
National City Travelers Checks are obtainable at many of the 
leading banks throughout the United States and at any foreign 
or domestic office of The National City Bank of New York. 


The National City Bank of New York 


Head Office: 55 WALL STREET, NEW YORK 
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